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To the : 
AMERICAN INSTITUTE OF CERTIFIED PUBLIC ACCOUNTANTS 
666 F I F T H AVENUE 
NEW YORK, N. Y. 10019 
September 28, 1972 
Members of Council of the AICPA 
Members of AICPA Committees Working 
with Regulatory Agencies 
Presidents of State Societies and 
Chapters 
Executive Directors of State Societies 
Chairman of the State and Chapter 
Committees on Auditing Procedure 
Persons Interested in Submitting 
Comments on Auditing and Reporting 
Proposals 
(1) A proposed Statement on Auditing Procedure draft 
entitled "Reports on Internal Control Based on 
Criteria Established by Regulatory Agencies" 
which will clarify and modify paragraphs 28 
and 32 of Statement on Auditing Procedure 
No. 49. 
(2) A series of auditing interpretations which will 
be published shortly after the Statement is 
approved by the Committee on Auditing Procedure. 
The auditing interpretations are directed to 
recurring "questions received by the AICPA staff 
relative to SAP No. 49 and to illustrative 
reports which would be appropriate for engage-
ments to report on internal control where 
criteria for adequacy is established by the 
agency for their purposes. 
Time is of the essence in resolving some of the 
problems which have developed in this reporting area. The 
Committee on Auditing Procedure has called a special meeting 
on October 18 and 19 to consider this matter. Prior to that 
time meetings will have been held with the primary regulatory 
agencies involved to obtain their views. 
The committee is interested in the comments of other 
interested parties; but because of the tight time schedule,, 
such comments should be received by October 13. It would be 
The enclosed material is being sent to you on a 
limited exposure basis. It includes: 
appreciated if your comments were directed to matters of 
substance rather than form. The committee recognizes that 
improvements in style are always possible,, but prefers to 
attend to such changes after all comments are received and 
agreement is reached on matters of substance. 
If you have matters you would like to make known 
to the committee but cannot have written comments by 
October 13 because of the short exposure period, please 
call any of the following Institute staff (Area Code 212/ 
58l-8440): 
Joe R. Pritzemeyer 
Thomas R. Hanley 
Douglas R. Carmichael 




Joe R. Fritzemeyer 
Director, Auditing & Reporting 
EXPOSURE DRAFT 
PROPOSED STATEMENT ON AUDITING 
PROCEDURE: REPORTS ON INTERNAL CONTROL BASED ON 
CRITERIA ESTABLISHED BY REGULATORY AGENCIES 
SEPTEMBER 26, 1972 
Issued by the Committee on Auditing Procedure of the 
American Institute of Certified Public Accountants 
for Comment from Persons Interested in Auditing and Reporting 
Comments should be received by October 13, 1972 and addressed to 
John P. Mullarkey, Manager, Auditing Procedure, 
AICPA, 666 Fifth Avenue, N.Y., N.Y. 10019 
PROPOSED STATEMENT ON AUDITING PROCEDURE NO. 
Reports on Internal Control Based on 
Criteria Established by Regulatory Agencies 
1. Following the issuance of Statement on Auditing Procedure 
No. 49, "Reports on Internal Control," some regulatory agencies* 
have commenced or completed audit guides, questionnaires, or other 
publications that set forth criteria for evaluation of the adequacy 
for their purposes of internal control procedures of organizations 
with which they are concerned. Other agencies have been encouraged 
to do so in Suggested Guidelines for the Structure and Content of 
Audit Guides Prepared by Federal Agencies for Use by CPAs which was 
issued by American Institute of CPAs Committee on Auditing for 
Federal Agencies in March 1972. The purpose of this Statement is 
to clarify and modify the application of paragraphs 28 and 32 of 
Statement on Auditing Procedure No. 49 to reports on internal 
control based on criteria established by regulatory agencies in 
reasonable detail and in terms susceptible to objective application. 
This Statement does not apply if such criteria have not been 
established. 
2. Such criteria may encompass specified aspects of inter-
nal accounting control, and may also encompass specified aspects of 
administrative control or of compliance with grants, regulations, 
or statutes. For this reason, the auditor's report should identify 
* As used in this Statement, regulatory agencies include both 
governmental and other agencies, such as stock exchanges, that 



























clearly the matters covered by his study and this can be accom-
plished by reference to the publication in which the established 
criteria are set forth. The report should also indicate whether the 
auditor's study included tests of compliance with the procedures 
covered by his study. 
3. If criteria established by a regulatory agency are set 
forth in a questionnaire or other publication in reasonable detail 
and in terms susceptible to objective answers or application,, the 
auditor's report may express a conclusion, based on the agency's 
criteria., concerning the adequacy of the procedures studied with 
an exception as to any conditions that are not in conformity with 
such criteria. When the auditor issues this form of report he 
does not assume any responsibility for the comprehensiveness of 
the criteria established by the regulatory agency; however, he 
should report any relevant condition that comes to his attention 
in the course of his study that he believes to be a material 
weakness in internal control even though not covered by such 
criteria. When the auditor issues this form of report he should 
also include a statement that it is intended only for use by the 























REPORTS ON INTERNAL CONTROL 
TO GRANT AGENCIES 
The editors discuss factors to be considered in reporting on 
accounting systems, internal controls and compliance requirements 
for government agencies administering grant programs. Following 
this discussion are related auditing interpretations which suggest 
appropriate report language. 
Independent auditors engaged to provide services for 
organizations that receive funds intended for expenditures on a 
particular type of public benefit are frequently requested to 
furnish reports on their evaluation of an organization's internal 
controls and the organization's compliance with provisions of an 
Act, contract or specific regulations or instructions of an agency 
relating to the purpose for which the funds were intended. These 
agencies ordinarily are Interested in internal accounting control 
and any administrative controls that they have determined to be 
essential for administration of a particular grant program. This 
discussion highlights some of the unique aspects of this specialized 
area of practice. Related auditing interpretations set forth 
illustrative reports which would be appropriate for such engagements 
in accordance with SAP No. 49, "Reports on Internal Control," and 
SAP No. 5X, "Reports on Internal Control Based on Criteria 
Established by Regulatory Agencies." 
Types of Engagements 
Generally, the types of engagements requiring reports on 
internal control for government agencies responsible for administering 
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grant programs can be classified as follows: 
1. A pre-award survey. A review of the planned or 
existing policies and procedures relating to an applicant's 
system of internal control and the applicant's plans or procedures 
for compliance with the applicable provisions of an Act, contract 
or specific regulations or instructions. 
2. A post-award survey, A survey to determine that 
the plans reviewed in the pre-award survey have been implemented 
and that adherence thereto has been achieved. 
3. A financial statement examination. An audit made 
in accordance with generally accepted auditing standards with an 
expanded scope to include a review of the matters covered in the 
pre-award and post-award surveys. 
Agreement on Scope 
Governmental agencies responsible for administering 
grant programs ordinarily are concerned with matters in addition 
to internal accounting control. Therefore, it is essential to have 
an understanding between the auditor and the government agency 
regarding the specific matters to be reviewed. 
Because of the variety of grant programs, establishing 
one set of criteria responsive to the needs of all agencies with res-
pect to all grant programs is generally not feasible. Therefore, the 
reports recommended in the accompanying interpretations are 
predicated on the assumption that a government agency has either 
identified or can identify those policies and procedures relating 
to internal control and compliance requirements that the agency 
believes are essential to administer a given program. The manner 
in which such matters, once identified, can be presented 
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are included in the AICPA's publication Suggested Guidelines 
for the Structure and Content of Audit Guides Prepared by 
Federal Agencies for Use by CPAs. 
On the other hand, an independent auditor may be 
requested to report on a grant applicant's system of Internal 
control and compliance with provisions of an Act, contract or 
specific regulations or instructions for which the government 
agency has not yet formulated what it believes to be the essential 
procedures and policies to be followed for its program. Obviously, 
in this situation, there must be an understanding as to the scope 
of the engagement between the government agency and the auditor. 
Therefore, prior to accepting such an engagement, the auditor 
should specify in detail the particular areas to be covered and 
obtain agreement that the indicated coverage is satisfactory to 
the agency. 
Auditing Interpretations 
The Institute staff has been authorized to issue inter-
pretations of auditing questions having general interest to the 
profession. The purpose of the interpretations is to provide 
guidance on a timely basis without the formal procedures required 
for a Statement on Auditing Procedure and to clarify points on 
which past practice may have varied and been considered generally 
accepted. These interpretations, which are reviewed with informed 
members of the profession, are not pronouncements of the committee 
on auditing procedure. However, members should be aware that they 
may be called upon to justify departures from the interpretations. 
Interpretations are prepared by D.R. CARMICHAEL, assistant director 
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of the auditing and reporting division, under the general 
direction of JOE R. FRITZEMEYER, director of the division. 
Unless otherwise stated, the interpretations are not Intended 
to he retroactive. 
Scope of Special Study 
Question--Special studies are defined in SAP No. 49, 
paragraph 31, as "those in which the scope of the study and 
evaluation being reported is substantially more extensive than 
that required for an examination of financial statements in 
accordance with generally accepted auditing standards." Does 
this mean that the total amount of work performed as measured 
by man-hours or nature and extent of procedures will be greater? 
Interpretation--No, not necessarily. Paragraph 32 of 
SAP No. 49 indicates that the scope description of the report 
should specify whether the scope included "tests of compliance" 
with the system. Normally, some tests of compliance would be 
included in the scope of an examination in accordance with 
generally accepted auditing standards. However, a pre—award 
survey of a proposed system' could not include tests of compliance 
and other procedures typically followed in a review and evaluation 
of internal control in an audit. 
The scope of a special study is "substantially more 
extensive" only in a particular area and not necessarily in total. 
The reference to a "substantially more extensive" scope in para-
graph 31 means that either the types of controls reviewed in a 
special study will normally be greater in number than in an audit, 
or, if only one phase or area of a system is included in a study, 
the procedures employed in that particular phase or area will be 
- 5 -
greater than in an audit. Thus, the total quantity of work for a 
special study may actually he less than for an audit. However, a 
comparison of the work in a particular area in a special study 
with the work required in the same area in an audit usually would 
show that the amount of work in the special study was greater. 
Pre-Award Surveys 
Question--If an independent auditor is engaged to perform 
a pre-award survey, how should he report on internal control, 
including incorporation of comments on the agency's internal 
control questionnare? 
Interpretation--The following report is illustrative 
of the type of report considered appropriate for a pre-award 
survey: 
"We understand that (applicant) has applied for a 
grant of $__ from (agency) for the period from 
through for use in accordance with the (title or 
description of program). We have made a study of those internal 
accounting control and administrative control procedures of 
(applicant) that we considered relevant to the questions in the 
questionnaire included in Section of the (agency's) 
Audit Guide issued (date). Since our study related to procedures 
(applicant) proposes to follow if the grant is awarded, it did 
not include tests of compliance with such procedures. Our study 
did not constitute an audit of any financial statements prepared 
by the (applicant) . 
"The objective of internal accounting control is to 
provide reasonable, but not absolute, assurance as to the safe-
guarding of assets against loss from unauthorized use or disposi-
tion, and the reliability of financial records for preparing 
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financial statements and maintaining accountability for assets. 
We understand that the objective of those administrative control 
procedures comprehended in the (agency's) questionnaire is to 
provide similar assurance as to compliance With its related 
requirements. The concept of reasonable assurance recognizes 
that the cost of a system of internal control should not exceed 
the benefits derived and also recognizes that the evaluation of 
these factors necessarily requires estimates and judgments by 
management. 
"There are inherent limitations that should be recognized 
in considering the potential effectiveness of any system of 
internal control. In the performance of most control procedures, 
errors can result from misunderstanding of instructions, mistakes 
of judgment, carelessness, or other personal factors. Control 
procedures whose effectiveness depends upon segregation of duties 
can be circumvented by collusion. Similarly, control procedures 
can be circumvented intentionally by management with respect 
either to the execution and recording of transactions or with 
respect to the estimates and judgments required in the preparation 
of financial statements. Further, projection of any evaluation 
of internal control to future periods is subject to the risk that 
the procedures may become inadequate because of changes in 
conditions, and that the degree of compliance with the procedures 
may deteriorate. 
"We understand that the questionnaire referred to in 
the first paragraph of this report was designed so that "yes" 
answers to the applicable questions indicate that the related 
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procedures are considered by the (agency)' to be adequate 
for its purpose in accordance with the (name of Act) and 
related regulations, and that "no" answers indicate some 
inadequacy for such purposes. Based on this understanding and 
on our study, we believe the related procedures would be 
adequate, assuming satisfactory compliance, for the purposes 
stated above, except for the conditions indicated by "no" 
answers enumerated (reference to appropriate section of report). 
"This report is intended solely for use by the (agency) 
or internal use by management of (applicant) and should not be 
relied upon for any other purpose." 
In conducting either a pre-award or post-award survey, 
the procedures performed to enable an auditor to issue a report 
based on the survey may be more limited in total than those 
performed in connection with the examination of financial state-
ments. Consequently, the survey report should include a statement 
to the effect that the procedures performed in the survey did not 
constitute an audit of any financial statements which have been 
prepared by the recipient. In accordance with paragraph 23 of 
SAP No. 49, the auditor's report on internal control should not 
be issued in conjunction with unaudited financial statements with 
which the auditor's name is associated and, consequently, a 
disclaimer of opinion on any financial statements is not appro-
priate in the internal control report. 
Post-Award Surveys 
Question--How should the report for a post-award survey 
differ from that for a pre-award survey? 
Interpretation--The following report is illustrative 
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of the type of report considered appropriate for a post-award 
survey: 
Scope Paragraph 
"We understand that (recipient) has been awarded a 
grant of $ from (agency) for the period from ____________ 
through ______________________ for use in accordance with the (title or 
description of program). We have made a study of those internal 
accounting control and administrative control procedures of 
(recipient) that we considered relevant to the questions in 
the questionnaire included in Section ______________ of the (agency's) 
Audit Guide issued (date). Our study included tests of com-
pliance with such procedures during the period from ______________________ 
through . Our study did not constitute an audit of 
any financial statements prepared by the (recipient)," 
Explanatory Paragraphs 
(Same as for pre-award survey.) 
Concluding Paragraphs 
"We understand that the questionnaire referred to in the 
first paragraph of this report was designed so that "yes" answers 
to the applicable questions indicate that the related procedures 
are considered by the (agency) to be adequate for its purpose in 
accordance with (name of Act) and related regulations, and that 
"no" answers indicate some inadequacy for such purposes. Based 
on this understanding and on our study, we believe the related 
procedures were adequate for the purposes stated above, except 
for the conditions indicated by "no" answers enumerated (reference 
to appropriate section of report). 
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"This report is intended solely for use by the (agency) 
or internal use by management of (recipient) and should not be 
relied upon for any other purpose." 
Financial Statement Examinations 
Question--What type of report is appropriate when the 
study is made in conjunction with an audit? 
Interpretation--The following report is illustrative 
of the type of report considered appropriate for studies made 
in connection with an examination of financial statements: 
Scope Paragraph 
"We understand that (recipient) has been awarded a grant 
of $ from (agency) for the period from through 
for use in accordance with the (title of descrip-
tion of program). We have made a study of those internal accounting 
control and administrative control procedures of (recipient) that we 
considered relevant to the questions in the questionnaire included 
in Section ___ of the (agency's) Audit Guide issued (date). 
Our study included tests of compliance with such procedures during 
the period from ________ through . We have 
examined the financial statements of (recipient) for the year 
ended and have issued our report thereon dated 
Explanatory Paragraphs 
(Same as for pre-award survey.) 
Concluding Paragraphs 
(Same as for post-award survey.) 
As an alternative form of reporting, the auditor's 
report on financial statements may be incorporated as the first 
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two paragraphs of a comprehensive report covering both the 
financial statements and the matters covered in the illustrated 
report. If this alternative form is used, the first paragraph 
of the illustrated report should be modified accordingly. 
Statutory Reporting Requirements 
Question--The Economic Opportunity Act of 1964, as 
amended, sets forth specific requirements for accounting system 
surveys of organizations receiving grants under Section 243 of 
the Act. Specific language is included in the Act concerning the 
adequacy of a grantee's accounting system and internal controls. 
How should this requirement be met? 
Interpretation--To comply with SAP No. 49 and SAP No. 5X, 
and still meet the requirements of the Act,, the auditor should 
state the assumption that "yes" answers on the agency's questionnaire 
meet the requirement for adequacy and cite the Act. Accordingly,, 
the last paragraphs of his report that covers responses to the 
questionnaire should be modified as follows: 
Concluding Paragraphs 
"We understand that the questionnaire referred to in 
the first paragraph of this report was designed so that "yes" 
answers to the applicable questions Indicate that the related 
procedures are considered by the Office of Economic Opportunity 
to be adequate for its purposes in accordance with Section 243 of 
the Economic Opportunity Act and related regulations, and that 
"no" answers indicate some inadequacy for such purposes. Based on 
this understanding and on our study, we believe the related 
procedures were adequate for the purposes stated above, except 
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for the conditions indicated by "no" answers enumerated (reference 
to appropriate section of report). 
"This report is intended solely for use by the Office 
of Economic Opportunity or internal use by management of 
(recipient) and should not be relied upon for any other purpose." 
Explanatory Paragraphs 
Question—The two middle paragraphs of the report 
specified in paragraph 24 of SAP No. 49 contain explanations 
of the objectives and inherent limitations of internal accounting 
control. Is it permissible to delete one or both of these 
paragraphs in reports for government agencies? 
Interpretation--No. Internal control is a complex 
technical topic and a report on internal control may be subject 
to the risk of misunderstanding by report users. As stated in 
SAP No. 49, paragraph 24, "the committee believes the risk of 
misunderstanding can be reduced by adopting a form of report that 
describes in reasonable detail the objective and limitations of 
internal accounting control and the auditor's evaluation of it." 
The two middle paragraphs are essential to reduce the risk of 
misunderstanding. 
Knowledge of Other Weaknesses 
Question--The reports illustrated for a pre-award and 
other surveys refer to the questions set forth in an agency's 
questionnaire. What should the auditor do if his study discloses 
material weaknesses in the system,, but the agency's questionnaire 
does not cover the areas in which the weaknesses exist? 
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Interpretation—-The auditor may find material weaknesses 
in areas not covered by an agency questionnaire. While the 
concluding paragraph in all the illustrated reports for grant 
agencies is expressed in terms of answers to an agency's questions, 
as indicated in paragraph 3 of SAP No. 5X, the auditor's report should 
disclose any other material weaknesses that come to his attention. 
The weaknesses cannot be reported as exceptions to affirmative 
responses to the agency's questions, but they should be disclosed 
in the report. 
On the other hand, since it is not possible to anticipate 
all matters which may be of interest to the government agency, the 
auditor should not make a general statement in his report that 
nothing else has come to his attention that would be of interest 
to the government agency. 
Limited Scope 
Question--At times the terms of an engagement do not permit 
the examination of a delegate agency (agencies) financial statements, 
internal controls and compliance with provisions of an Act and re-
lated regulations or instructions. How should the auditor word his 
report if he is not in a position to report on the delegate agency 
(agencies) operations? 
Interpretation--If the operations of the delegate agency 
(agencies) are significant in the operations of the principal grant 
recipient and the delegate agency (agencies) is either unaudited 
or the work of other auditors is not acceptable to the primary 
auditor, the report should be a disclaimer. In such cases, the scope 
paragraph of the report on internal control should contain a 
reference to operations of the delegate agency (agencies) somewhat 
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as follows: 
"The scope of our examination did not extend to financial 
and related program records of the (participant) delegate agencies." 
The concluding paragraph of the report might be worded 
as follows: 
"Because of the significance of delegate agency operations, 
we are unable to report upon the degree of adequacy or inadequacy 
of the (recipient) policies and procedures based upon answers to 
questions in Section of the (name of agency's audit guide)." 
Supplemental Assurance in Reports 
on Internal Control 
Question--Some regulatory agencies, such as the Federal 
Home Loan Bank Board, have requested that auditors' reports on 
internal accounting control include assurance that those weaknesses 
disclosed in the report were the only weaknesses discovered. Is 
it permissible for an auditor to give this assurance? 
Interpretation—Yes. The concluding paragraph of the 
auditor's report on internal accounting control typically includes 
the phrase "such study and evaluation disclosed the following 
conditions that we believe to be material weaknesses." This phrase 
means that all of the conditions believed to be material weaknesses 
are included in the list that follows in the report. Therefore, 
affirmation in this respect is not a substantive change in the form 
of report set forth in SAP No. 49. 
This type of assurance may be given by modifying this 
phrase as follows: 
"such study and evaluation disclosed only the following 
conditions that we believe to be material weaknesses." 
(Emphasis added) 
